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Outlook and Appraisal 
The dominant recent issue in Scotland has 
been the controversy over the rat ing 
system. Protest over Scottish revaluation 
has led to a reconsideration of the rating 
system at UK l eve l and a number of 
different options for reform, including a 
poll tax, different forms of property tax 
and a l o c a l income t ax , are under 
consideration. There i s , however, no 
obv ious s i n g l e o p t i o n t h a t w i l l 
s imul taneous ly s a t i s f y i n d u s t r i a l , 
commercial and domestic ratepayers and 
po l i t i c i ans . While i t i s well nigh 
impossible to disentangle economic and 
political considerations in this context, 
there is concern that rates increases will 
force business closures and redundancies, 
and in early May the Scott ish Secretary 
made a v a i l a b l e £40m to reduce r a t e s 
burdens on businesses. 
Elsewhere, however, the Government has 
resisted mounting pressure for a shift in 
policy emphasis to tackle the problem of 
r i s i n g unemployment . In A p r i l 
unemployment in Scotland stood at 15.7% 
and the average annual rate has increased 
in s u c c e s s i v e y e a r s s i n c e 1979. 
Unemployment has continued to rise in the 
recent pas t al though the numbers in 
employment have a l so inc reased . In 
December 1984 over 1.93m Scots were in 
employment as compared to 1.91m a year 
earlier. 
The apparent paradox of simultaneous 
i nc reases in both employment and 
unemployment is easily resolved. Many of 
those taking up employment in the recent 
past have been women entering or r e -
en te r ing the labour force who were 
previous ly not r eg i s t e r ed as seeking 
employment while the numbers registered as 
unemployed have grown as school-leavers 
are added to the labour supply and as 
workers have been made redundant in 
contracting act ivi t ies . 
In o f f i c i a l c i r c l e s much i s made of 
Scot land ' s improved pos i t i on in the 
regional unemployment league and of the 
expansion in employment over the past two 
years. But these developments must be 
seen in p e r s p e c t i v e . A g a i n s t a 
background of Scotland's unemployment rate 
of ju s t over 7.0% in 1979 being exceeded 
only by those of Northern Ireland and the 
North of England and of subsequent trend 
increases, i t is cold comfort that in 1985 
Scot land ' s unemployment r a t e i s now 
exceeded also by those for Wales and the 
North West. With respec t to recen t 
employment expansion, i t must be noted 
that the numbers now employed in Scotland 
are s t i l l below mid-1979 levels and that 
much of the recent increase has been made 
up of low-paid and part- t ime service 
s ec to r employment. Moreover, i t i s 
d i f f i cu l t to foresee any expansion of 
employment in Scotland that i s l ikely to 
make significant inroads into the problem 
of unemployment. 
Like two ea r l i e r Surveys the most recent 
Scottish Business Survey suggests, that 
fu r the r jobs may be c rea ted in the 
d is t r ibu t ion sector , predominantly in 
retailing and most probably for part-time, 
female workers. In manufacturing there is 
s l i g h t l y g r e a t e r optimism about the 
business cl imate, ref lect ing expected 
higher sales and orders, much of which are 
expected to come from overseas markets. 
Respondents a l so i n d i c a t e t h a t j o b -
shedding may have come to an end. There 
seems l i t t l e p rospec t , however, of 
significant labour-hiring. Construction 
respondents have reported actual and 
expected lay-offs in a l l three Surveys to 
date. A clear picture i s emerging in 
construction of a recovery in private 
sector orders, but one insufficient to 
offset the contractionary effects of a 
fa l l in orders from the public sector at 
both central and local government levels. 
Disturbingly, private sector ac t iv i ty 
seems threatened by continuing shortfalls 
in building societies' receipts. 
The essential monetarist argument has been 
that unemployment would rise as the rate 
of inf la t ion was being reduced by t ight 
monetary and f iscal pol icies . Higher 
unemployment was expected, however, to be 
temporary ra ther than prolonged. Desp i te 
cons ide rab l e success in slowing the r a t e 
of in f la t ion , buttressed during the 1980s 
in i t s e f f e c t s on c o m p e t i t i v e n e s s by 
marked deprec ia t ion of s t e r l i n g ' s t r a d e -
weighted index, unemployment has continued 
t o r i s e . 
I n c r e a s i n g l y t h e emphasis on monetary 
c o n t r o l and c o n t r a c t i o n of thePSBR has 
been accompanied by greater concentration 
on the functioning of labour markets, and 
almost exclusively on fac tors operating on 
the supply s i de of those marke t s . The 
l i m i t e d l i k e l y impact on employment of 
individuals "pricing themselves into jobs" 
and of the i n c e n t i v e e f f e c t s of tax c u t s 
have a l r eady been d i scussed in p rev ious 
C o m m e n t a r i e s . E l s e w h e r e in t h i s 
Commentary s c e p t i c i s m i s expressed over 
the r e a l wage/employment r e l a t i o n s h i p 
advanced i n t h e T r e a s u r y Model ( s e e 
Briefing Paper). 
I t would be wrong t o contend, however, 
tha t concern with s u p p l y - s i d e i n f l uences 
i s e n t i r e l y m i s d i r e c t e d . Much of the 
l a b o u r c u r r e n t l y b e i n g w a s t e d i n 
unemployment embodies s k i l l s required for 
i n d u s t r i e s in which Scot land has l o s t 
c o m p a r a t i v e a d v a n t a g e . R e t r a i n i n g 
schemes, and t r a i n i n g schemes for new 
e n t r a n t s t o t h e l a b o u r f o r c e , a r e 
therefore appropriate. In addit ion, the 
Budget adjus tment of employers' national 
insurance c o n t r i b u t i o n s f o r l o w - p a i d 
workers i s t o be welcomed, a l though the 
removal of the upper ea rn ings l i m i t on 
employers ' c o n t r i b u t i o n s w i l l l i m i t the 
net employment e f fec t s . 
Supply-s ide measures by themselves a r e , 
however, inadequa te . Producers h i r e 
a d d i t i o n a l l abour only i f t h e r e i s a 
demand f o r t h e o u t p u t t h a t l a b o u r 
produces. Demand for labour may also be 
genera ted i f t h e cos t of l abour can be 
reduced r e l a t i v e to the cos t of c a p i t a l 
but such an effect wi l l have a bearing not 
on p re sen t c a p i t a l s tock but on fu tu re 
investment plans and wi l l manifest i t s e l f 
only in the longer-term. 
T a c k l i n g t h e unemployment p rob lem 
r e q u i r e s , t h e r e f o r e , measures t h a t w i l l 
a f f e c t the demand s ide of the labour 
market . This could be achieved by some 
r e l a x a t i o n of f i s c a l p o l i c y t h r o u g h 
increased government spending. A number 
of arguments are typical ly adduced against 
such a s t ra tegy. Specific arguments are 
t h a t h igher government spending would 
force i n t e r e s t r a t e s up and tha t i t would 
be inf la t ionary . At a more general level 
i t i s contended tha t increased government 
s p e n d i n g would weaken c o n f i d e n c e in 
f inancial markets. 
Given t h e a l r e a d y h igh l e v e l s of UK 
i n t e r e s t r a t e s and the range of f a c t o r s 
in f luenc ing those r a t e s (see B r i t i s h 
Economy) , s i g n i f i c a n t i n c r e a s e s in 
in t e res t r a t e s , if any, are unlikely. I t 
i s p o s s i b l e t h a t in i n d u s t r i e s ope ra t ing 
a t , or nea r , f u l l c apac i t y i n f l a t i o n a r y 
p r e s s u r e s could r e s u l t . The confidence 
a r g u m e n t i s l a r g e l y one of t h e 
Government's own making with i t s repeated 
e l e v a t i o n of the importance of reducing 
t h e PSBR. But t h e a r g u m e n t s a b o u t 
inf la t ion and confidence depend c r i t i c a l l y 
on t h e n a t u r e of t h e i n c r e a s e d 
expenditure. 
There i s a l a r g e measure of agreement 
within Scotland, as in the r e s t of the UK, 
a b o u t t h e n e e d f o r i n v e s t m e n t i n 
in f ras t ruc ture . Moreover, as the recent 
S c o t t i s h Business Survey has i n d i c a t e d , 
pr ivate firms in the Scott ish construction 
i n d u s t r y , whose a c t i v i t i e s have a low 
i m p o r t c o n t e n t and do no t l e a d t o a 
d ive r s ion of e x p o r t a b l e s , a re c u r r e n t l y 
o p e r a t i n g a t low l e v e l s of c a p a c i t y 
u t i l i s a t i o n . F i s c a l r e l a x a t i o n could 
t h e n be a i m e d a t i n f r a s t r u e t u r a l 
improvement. 
Judging f i n a n c i a l market sen t iment i s 
always problematic and confidence might be 
upset by sudden l a r g e - s c a l e i n c r e a s e s in 
pub l i c s e c t o r spending. The argument 
h e r e i s n o t , howeve r , fo r w h o l e s a l e 
re f la t ion and t h a t s e l e c t i v e expend i tu re 
which i s being advocated i s aimed a t 
i m p r o v i n g t h e e f f i c i e n c y of t h e 
t ransporta t ion network and the quali ty of 
educa t iona l p remises and of the housing 
s tock . I t i s in any case u n r e a l i s t i c , 
given p r e sen t Government a t t i t u d e s , t o 
expect subs tan t ia l policy relaxat ion. 
Scotland has been mooted as a p o s s i b l e 
t e s t i n g ground for some form of r a t e s 
reform. A much more appealling exercise 
would involve inc reased expendi tu re on 
schemes designed to create employment in 
Sco t l and ' s construction sector. 
20 May 1985 
The World Economy 
OUTPUT 
During the l a t t e r part of 1984 and in 
ea r ly 1985 concern grew about the 
continuing budget and current account 
deficits in the US. Much of that concern 
was prompted by the comments of the 
Chairman of the Federal Reserve Board, 
Paul Volcker. Nevertheless, the dollar 
remained s t rong a g a i n s t o ther major 
currencies. The f i r s t quarter of 1985 
saw, however, a marked deceleration in US 
output growth. In c o n t r a s t to the 
extraordinary high annual rate of over 10% 
recorded in the f i r s t quarter of 1984, the 
US economy grew a t a real annual ra te of 
1.3% in the corresponding quarter of 1985, 
a ra te well below the ea r l i e r "flash" 
estimate of 2.1%. A number of t h r i f t 
i n s t i t u t i o n s in Ohio a l s o ran in to 
d i f f i cu l t i e s in the f i r s t few months of 
1985. The dol lar then experienced some 
depreciation against other currencies. 
Fur ther developments in the US w i l l 
dominate the course of world t r a d e , 
exchange r a t e s and t h e l e v e l of 
in terna t ional in t e res t ra tes during the 
remainder of 1985. 
After the rapid growth achieved in the 
f i r s t quarter of 1984 the US economy 
experienced slower growth in subsequent 
quar ters . In the fourth quarter US 
output grew at an annual ra te of 4.3?. 
Although domestic demand continued to grow 
in response to the continuing budget 
de f i c i t and reductions in in te res t ra tes 
from the high levels of the summer, the US 
manufacturing, agr icul tura l and mining 
s e c t o r s i n c r e a s i n g l y e n c o u n t e r e d 
d i f f i cu l t i e s because of the strength of 
the d o l l a r and a s soc ia t ed impor t -
penetration, and US corporate prof i t s 
declined in the fourth quarter. In late 
1984 Department of Commerce indicators 
pointed to an upturn in the economy in 
ea r ly 1985. That upturn has not 
mater ial ised. The unexpectedly poor 
performance in the f i r s t quarter of 1985 
and the decline in the leading indicators 
in March to the level of one year ear l ie r 
suggest that US growth in 1985 i s l ike ly 
to be around 3.0%, a ra te somewhat lower 
than earlier official forecasts. 
Reflecting the performance of the US 
economy, aggregate growth in the OECD was 
l e s s rapid in the l a t t e r p a r t , and 
par t icu lar ly the l a s t quarter, of 1984. 
In the f inal quarter of 1984 indust r ia l 
production in the OECD area rose at an 
annual rate of 4.6%, compared to an annual 
ra te of 5.6% in the quarter to the end of 
October. While the deceleration in the 
US economy contributed to convergence of 
growth ra tes in the major indust r ia l 
countries, industrial performance in OECD 
Europe and the EEC, with annual ra tes of 
increase of 1.8$ and 0.9% respectively, 
s t i l l fell far short of the growth rate of 
5.1% recorded in North America. 
In c o n t r a s t to the slower European 
recovery, growth in Japan proceeded at an 
annual rate in the fourth quarter of 1984 
of 9.0%. The Japanese expansion largely 
reflected the continuing momentum given to 
international trade by the substantial US 
3 
current account deficit. During 1984 the 
volume of world trade grew by 9%. Japan, 
the United Sta tes ' single most important 
trading partner, increased further i t s 
already substant ia l trading surplus with 
the US and overtook West Germany as the 
world's largest exporter of manufactured 
goods. Countries of South-east Asia also 
took advantage of the US d e f i c i t to 
increase manufactured exports. In Europe 
the outcome was mixed. The surplus on 
current account increased in West Germany 
while the de f i c i t recorded in 1983 in 
France was eliminated, as was the small 
1983 UK surplus. 
Non-oil exporting developing countries 
increased the i r t o t a l export earnings by 
more than 7% in 1984. Reflecting the 
pattern of US growth, non-oil exports grew 
more rapidly in the f i r s t half of the 
year. Despite subsequent slower export 
growth, the aggregate 1984 current account 
position improved for non-oil exporting 
developing countr ies , with countries in 
Latin America and South-east Asia faring 
better than African countries. 
Generally domestic pol icies in the major 
i n d u s t r i a l coun t r i e s cont inue to be 
directed at controlling inf la t ion rather 
than providing a direct direct stimulus to 
output growth. In the UK, Germany, 
France and Japan, a common feature of 
fiscal policy is the attempt to reduce the 
budget de f i c i t both in nominal terms and 
as a p r o p o r t i o n of t o t a l o u t p u t . 
Reduction in the budget de f i c i t i s now 
also intended in the US where, although 
the de f i c i t has contributed considerably 
to recent growth, there i s increasing 
concern that the resul t ing high in teres t 
r a t e s w i l l slow the fu ture pace of 
recovery and t h a t the s imultaneous 
existence of large budget and current 
account de f i c i t s cannot be sustained. 
Slowing growth gives additional urgency to 
the debate on the budget deficit which has 
been increasingly recognised as structural 
r a t h e r than c y c l i c a l in n a t u r e . 
Dece le ra t ion of growth w i l l a f f ec t 
government tax receipts and contribute to 
an increasing de f i c i t . As discussed in 
previous Commentaries, the likely course 
of future recovery both in the US and 
elsewhere cont inues to be g r e a t l y 
dependent on the outcome of the debate in 
Congress on the budget deficit. 
The pre-eminence of the objective of 
reducing ra tes of inf la t ion i s also seen 
in the ex tens ive use of t a r g e t s for 
monetary growth. In Germany, France and 
the UK, growth of target ted monetary 
aggregates tended to be wi th in p r e -
announced ranges during 1984 while in the 
US, although the narrower measures grew 
within t a rge t s , concern heightened in 
of f ic ia l c i r c l e s about the more rapid 
expans ion of b r o a d e r a g g r e g a t e s . 
Generally, t a rge t s have been tightened 
further for 1985. 
LABOUR MARKETS 
Unemployment in the OECD area f e l l only 
s l igh t ly in the course of 1984. The 
standardised unemployment rate of 8.1% for 
the fourth quarter was the same as in the 
thi rd quarter and only jus t below the 
ra tes of 8.3% and 8.2% for the f i r s t and 
s e c o n d q u a r t e r s r e s p e c t i v e l y . 
Nevertheless, unemployment was lower in 
1984 than in 1983, the ra te fa l l ing to 
8.2% from 8.7%. 
Lower unemployment was, however, by no 
means widespread among OECD countries. 
The decrease in 1984 resulted primarily 
from reductions in unemployment in North 
America, from 9.7% to 8.7%, which more 
than offset increases recorded elsewhere. 
Unemployment f e l l in both the US and 
Canada and, d e s p i t e t he marked 
deceleration of US growth in the last six 
months of 1984, both countries experienced 
reduc t ions in unemployment in each 
successive q u a r t e r . The e f f e c t s of 
slower US growth are seen, however, in 
estimates for the f i r s t quarter of 1985 
which suggest that unemployment has risen 
in the US to 7.3% as compared to 7.1% in 
the final quarter of last year. 
Unemployment increased from 1983 rates of 
10.2% for both OECD Europe and the EEC to 
ra tes of 10.8% and 10.7% respectively. 
As discussed in the last Commentary these 
higher unemployment ra tes than in North 
America reflect not only slower growth but 
also structural changes in European labour 
markets. Despite extremely cold weather 
which adversely affected the construction 
sector, unemployment has fal len in West 
Germany during the f i r s t part of 1985. 
Elsewhere in Europe, however, unemployment 
remains at the same levels as a t the end 
of 1984 or, as in the UK, Belgium and 
Sweden, has increased. The prospect for 
OECD Europe and t h e EEC i s t h a t 
unemployment levels will creep up further 
during 1985. 
US success in creating employment has been 
one of the outstanding features of the 
recent recovery. With the strength of 
the dollar and competition from imports, 
j o b s h a v e been shed i n t h e US 
manufacturing sector. Those losses have 
been more than compensated for however, by 
increases in service sector employment. 
Much of that new employment has been 
created in low-paid occupations giving 
r i s e to a prima f a c i e case for the 
contention that workers' will ingness to 
accept low wages permi ts employment 
expansion. But t h a t s u p p l y - s i d e 
influence has not operated independently 
of demand factors . The increasing shi f t 
in the US to two-earner families has 
created greater demand for fast-food and 
r e s t a u r a n t s e r v i c e s . In a d d i t i o n , 
changing population s t ructure has led to 
increased demand for nursing and hospital 
services. Such services account for much 
of the increased employment. 
A r e c e n t AFL-CIO r e p o r t on t h e 
contribution of the service sector to 
employment expansion s t r i ke s a note of 
caution on two counts. As well as being 
low-paid, much of the employment i s part-
time and many of the 5.3m addit ional 
workers may prefer ful l- t ime employment. 
Thus, even without taking account of the 
estimated 1.5m "discouraged workers" who 
are thought to have stopped seeking 
employment, recorded unemployment may 
understate the numbers unable to obtain 
f u l l - t i m e j o b s . S e c o n d l y , t h a t 
employment based on the provision of 
s e r v i c e s to i n d u s t r i a l producers i s 
jeopardised by continuing contraction of 
the industrial sector. 
INFLATION 
CONSUtlER PRICE INFLATION 1988*190 
158 
1.18. 
I38. 
128. 
11.8. 
198-
81 
., EUROPE 
s 
TOTAL 
1 81 1 
Within the OECD area t he r e has been 
continuing widespread progress in reducing 
rates of inflation. For the OECD area as 
a whole the annual ra te of inf la t ion has 
been reduced from 5.1$ at the end of 
October 1984 to 4.9$ in January 1985. As 
with growth rates, there has been further 
convergence in inf la t ion ra tes among the 
major indus t r i a l countr ies . However, 
inflation in Europe, with annual rates at 
the end of January 1985 of 7.1$ and 5.5$ 
for OECD Europe and the EEC respectively, 
continue to exceed the ra te in the US of 
only 3.6$. Moreover, within Europe there 
remain considerable, although less marked 
than p rev ious ly , d i f f e r ences among 
countries with rates ranging from 2.1$ for 
West Germany through 5.0$ for the UK and 
9.1$ for I t a ly to 19$ for Greece. 
Generally, inflationary pressures in the 
major OECD countries have been restrained 
by tight monetary policies, weak commodity 
prices and downward pressures on o i l 
pr ices . In addit ion, wages growth has 
continued to be modest to such an extent 
tha t , with productivity increases, unit 
labour costs have shown l i t t l e change over 
the past eighteen months. 
The absence of s t rong i n f l a t i o n a r y 
p ressu re has been perhaps the most 
s t r i k i n g f e a t u r e of the recen t US 
recovery. In the February Commentary i t 
was argued that the strength of the dollar 
has contributed to low inf la t ion in a 
number of ways. Among these i s the 
exposing of domestic producers to greater 
competition from foreign suppliers. That 
factor , in conjunction with increased 
competition among domestic producers and 
reduced union power as a consequence of 
high unemployment in the early 1980s, 
appears to have wrought a change in the 
nature of US wage bargaining. Wage 
negotiations increasingly focus on the 
circumstances of the individual plant 
rather than on industry-wide bargains, 
with the plant ' s uni t labour costs and 
profitability being of major importance. 
Concession bargaining has resulted in 
employers reducing benefits in areas such 
as time-off with pay. Two-tier wage 
s t ructures have also emerged which give 
lower wage rates and much reduced benefits 
to new employees. 
PROGNOSIS 
The US current account and budget deficits 
continue to dominate developments in the 
world economy. The high interest rates 
necessary to ensure funding of the budget 
deficit, pose a threat to the strength and 
durability of the recovery and have helped 
maintain a strong dol lar , although there 
has been some easing of the d o l l a r 
exchange r a t e in March and Apri l in 
response to the slackening of US growth. 
The s t r e n g t h of t h e d o l l a r , by 
intensifying competition within the US 
from foreign suppliers and res t ra ining 
foreign demand for US goods, has led to an 
increase in pro tec t ion is t sentiment in 
inf luent ia l indus t r ia l and agr icul tura l 
lobbies. 
Such countries require expanding exports 
t o enable s e r v i c i n g of t h e i r debt . 
Despite the pers i s ten t ly high levels of 
in ternat ional i n t e re s t ra tes , the debt 
problems of developing countries have 
a t t rac ted much less a t tent ion in the 
recent past than in 1983 and early 1984. 
This i s primarily because, given the 
stimulus imparted to world trade by the 
rapidly growing US demand for imports, 
major debtor countries such as Brazil and 
Mexico have achieved record t rade 
surpluses. There are worrying signs, 
however, tha t debt problems are again 
intensifying. 
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Against a background of a substant ial 
share of world trade already conducted on 
a d i s c r i m i n a t o r y b a s i s , the renewed 
pressure for protectionism has endowed 
negotiations on trade arrangements with 
much significance. There are several 
weighty reasons for opposing g r e a t e r 
protectionism. Although protection i s 
often defended a t the individual country 
level as necessary to maintain employment 
l e v e l s and t o p e r m i t i n d u s t r i a l 
res t ructur ing, the outcome i s typical ly 
oss i f ica t ion of resource a l l o c a t i o n . 
Protection impedes the real locat ion of 
resources from pro tec ted i n to other 
s e c t o r s and prolongs the need for 
adjustment. In addition, restriction of 
supplies and tariff barriers impose costs 
on domestic consumers in the form of 
h i g h e r p r i c e s . At an a g g r e g a t e 
internat ional level , the contraction of 
markets, often reinforced by retaliatory 
measures, creates d i f f i cu l t i e s for open 
and export-dependent economies, with in 
turn reduction in their capacity to import 
from partner countries. 
Market contraction i s par t icu lar ly acute 
for heavily indebted developing countries. 
Trade surpluses have been made possible by 
the swi tching of resources i n t o the 
external sector. Given the absence of 
deflationary monetary and fiscal policies, 
the prospect i s one of rapidly r is ing 
r a t e s of domestic inf la t ion . Debtor 
c o u n t r i e s whose export prospects are 
already threatened by the slowing growth 
of the i r major export market, the United 
States, now increasingly find themselves 
on the horns of a dilemma. The trade 
surpluses necessary to service debt and 
the control of inf la t ion are only l ikely 
t o be a c h i e v e d s i m u l t a n e o u s l y by 
t i g h t e n i n g of monetary and f i s c a l 
pol ic ies . Such a s trategy, however, 
jeopardises short-run domestic recovery 
and r a i s e s the spec t r e of p o l i t i c a l 
instabil i ty. 
The recent Bonn summit highlighted the 
distance between those of the seven major 
OECD c o u n t r i e s seeking further trade 
l i be r a l i s a t i on , par t icu lar ly the US and 
the UK, and those with na t iona l i s t i c 
i n t e r e s t s in r e t a i n i n g p r o t e c t i v e 
measures, Japan and France. I t i s to be 
hoped that Mr Nakasone's apparent personal 
commitment to trade liberalisation is more 
than window-dressing and that President 
Mitterand's protec t ionis t stance is only 
t h a t . I f n o t , a r e t r e a t i n t o 
protectionism bodes i l l for both developed 
and developing countries. 
Further protectionism will exacerbate the 
problems of debtor developing countries 
and wil l accelerate the re-emergence of 
the debt c r i s i s t h a t , in t u r n , w i l l 
threaten once more the s t a b i l i t y of the 
international monetary system. 
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The British Economy 
During the f i r s t part of 1985 economic 
pol icy and f i n a n c i a l markets were 
domina ted l a r g e l y by the sha rp 
depreciation of s t e r l ing and fears of 
inf lat ionary pressures. The proximate 
cause of s t e r l ing ' s depreciation at the 
beginning of the year was the weakening of 
dollar oil prices. Market uncer ta in t ies 
were compounded by a sharp rise in banks' 
lending f igures, by reports of higher 
i n d u s t r i a l c o s t s in January and by 
s p e c u l a t i o n , fue l l ed by higher than 
expected public expenditure, that the 
Government was slackening in i t s resolve 
to achieve lower rates of inflation. In 
response to market pressures base-rates 
rose to 14% in late January. 
The March Budget was then fashioned to 
reaffirm the Chancellor's commitment to 
the MTFS. To r e a s s u r e markets the 
Chancellor announced a PSBR target of 
£7.1b for 1985/6 as against an estimate of 
£10.5b, which includes the costs of the 
miners' dispute, for 1984/5 and target 
ranges for monetary growth of 3-7% for 
narrow money (MO) and 5-9% for broad money 
(£M3). These ranges are both 1% lower 
than in the previous year and are as 
announced in t he 1984 MTFS. The 
Chancellor's re- introduction of MLR in 
January in defence of s te r l ing indicated 
tha t , while he may have no exchange ra te 
target, he is not indifferent to exchange 
r a t e movements. In the Budget he 
explicitly recognised the potential impact 
on i n t e r n a l pol icy of exchange r a t e 
variations. Formulation of policy i s now 
to take closer account of the behaviour of 
the exchange rate. 
Given his over-riding concern with the 
MTFS and intensive lobbying by groups 
l ike ly to be affected by tax reform, the 
Chancellor did not pursue the reform of 
the tax s t ructure begun in 1984. After 
much speculation about likely targets for 
reform, the Chancellor chose only to 
increase personal tax allowances by a 
modest amount in excess of the ra te of 
in f la t ion . Eschewing the conventional 
demand-stimulus argument for tax cuts, the 
Chancellor sought to improve incentives to 
work. As argued in the l a s t Commentary, 
the incentive effects of reductions in 
income tax as announced in the Budget are 
likely to have l i t t l e impact on employment 
expansion. In l ine with his supply-side 
leanings, the Chancellor also restructured 
national insurance contributions to make 
employment of low-paid workers more 
attractive to employers. 
In response to the Budget, the slowing of 
US growth and signs of firmer agreement 
among OPEC countries, s te r l ing recovered 
against the dol lar in March and April. 
There has been only l imited easing of UK 
interest rates, however, and prospects of 
further immediate reductions have been 
diminished by the money supply figures for 
Apr i l . As a r e s u l t of cont inuing 
increases in bank lending to the private 
sector, the broad measure of money rose 
s h a r p l y above i t s t a r g e t r a n g e . 
Reflecting earlier s t e r l ing depreciation 
and the associated higher in te res t ra tes 
and import prices, the inflation rate rose 
from 5.4% in March to 6.1% in April. 
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NftCROECOMOKEC TRENDS 
For much of 1984 the CSO's c y c l i c a l 
i n d i c a t o r s offered a d i sappo in t ing 
prospect. From i t s peak level of March 
1984 the longer leading indicator,which 
predicts turning points about one year in 
advance, fell for five consecutive months. 
The shorter leading index, which predicts 
turning points some six months in advance, 
also fel l over the summer. This evidence 
pointed to a downturn in economic activity 
at the end of the f i r s t quarter of 1985. 
However, subsequent revision to the data 
and r i s e s in both indicators during the 
l a t t e r part of 1984 raised doubts about 
t h i s p r e d i c t i o n . The longer leading 
indicator then f e l l in the f i r s t three 
months of 1985 while the shorter leading 
i n d i c a t o r rose in both January and 
February. However, mainly because of 
d i s t o r t i o n s t o the data s e r i e s as a 
consequence of i n d u s t r i a l d i s p u t e s , 
particularly the coal strike, the picture 
remains confused. 
Further confusion is added by the evidence 
from the c o i n c i d e n t i n d i c a t o r , which 
re f lec t s current developments. Like the 
other indicators, the coincident indicator 
rose in the second ha l f of 1984 and 
increased also in January 1985. I t f e l l , 
however , i n Feb rua ry and t h a t i s 
c o n s i s t e n t wi th the CSO's e a r l i e r 
prediction of a f i rs t quarter slowdown in 
activity. 
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f i r s t q u a r t e r of 1985 consumers ' 
expenditure was unchanged from the level 
of the l a s t q u a r t e r of 1985. There 
appears to have been a fall in expenditure 
on food which was offset by increases 
elsewhere, mainly in expenditure on energy 
consumption. 
Nevertheless, consumers' expenditure i s 
set to grow more rapidly in 1985 that in 
1984. S i n c e mid-1983 consumer s ' 
expenditure has grown roughly in line with 
income and real disposable income i s 
likely to grow by around 3.5% this year as 
a resu l t of earnings growth in excess of 
the ra te of in f la t ion , some expansion of 
employment and tax reductions in the March 
Budget. Thus, although high real interest 
ra tes may induce a r i se in the savings 
rat io, consumers' expenditure i s forecast 
to r i s e by around 3? in 1985. 
In i t s early stages the recent recovery in 
the UK was sustained principal ly by the 
growth of consumption expenditure in 
response to a decline in the savings ratio 
as the rate of inflation decreased and to 
f a l l s in i n t e re s t ra tes between 1981 and 
1983. Some slackening in the pace of 
growth of consumers' expenditure became 
obvious in 1984. This largely reflected 
the depressing effects of the miners' 
dispute and consumers' expenditure grew by 
only 1.5? during 1984 in contrast to the 
growth of 3.9% in 1983. 
Consumers' expenditure f e l l in the third 
quarter of 1984 but rose sharply in the 
l a s t three months because of increased 
spending on r e t a i l goods par t icu lar ly on 
consumer d u r a b l e s i n c l u d i n g c a r s . 
Provisional estimates suggest that in the 
Retail sales remained more buoyant than 
consumers' expenditure in 1984 and rose by 
3% in the fourth quarter. In the f i r s t 
two months of 1985 retai l sales fell below 
las t year's fourth quarter levels, before 
recovering sharply in March and April. 
Since l a t e 1983 private investment and 
expor ts have assumed an increasingly 
important role in determining growth. The 
recovery in investment has, however, 
followed a somewhat uneven path with 
decreases in total investment spending in 
the second and th i rd quarters of 1984. 
Nevertheless, higher corporate liquidity, 
par t icular ly in manufacturing, and the 
slow downward d r i f t in in te res t ra tes 
during 1984 meant that to ta l investment 
was almost 13% higher than in 1983 and 
greater than in the previous peak year of 
1979. 
In 1984 manufacturing investment increased 
for the f i r s t time since 1979, although i t 
s t i l l f e l l some 25? short of 1979 leve ls . 
Private sector house-building increased 
sharply in the f i r s t part of the year, 
before slowing in the face of higher July 
i n t e r e s t r a t e s . Investment in the 
d i s t r i b u t i o n and s e r v i c e i n d u s t r i e s 
continued to grow rapidly. 
UK exports grew in volume terms by almost 
7.5% during 1984, a more rapid increase 
than in any of the previous four years. 
However, with total world trade expanding 
by 9? in r e a l terms and cont inuing 
depreciation of s te r l ing against major 
currencies, particularly the dollar, this 
was a disappointing performance. 
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The April 1985 Indus t r ia l Trends Survey 
conducted by the CBI sugges t s t h a t 
investment will continue to r ise over the 
next year. The proportion of firms citing 
fixed capacity as more than adequate fel l 
as did the p ropor t ion i d e n t i f y i n g 
inadequate returns and uncertainties about 
demand as c o n s t r a i n t s on investment 
ac t iv i ty . Although these l a t t e r factors 
remain the dominant constraints, the costs 
and ava i l ab i l i t y of funds appear to have 
become more important. 
After a f a l l of about 3.5? in the stock-
output r a t i o during 1983, destocking 
continued in 1984. In the f i r s t three 
quarters of 1984 destocking amounted to 
£1b at 1980 prices before recovering by 
around £400m in the fourth quarter . The 
coal dispute accounted for more than half 
the destocking over the year, and the 
ending of the dispute wi l l be a major 
influence on stock-building during the 
remainder of 1985. Elsewhere, however, 
the p r o s p e c t i s of f u r t h e r s t o c k 
r educ t ions in response to high r e a l 
interest rates and the abolition of stock 
relief in the 1984 Budget. 
Sterling weakened in 1984 for a number of 
reasons (see las t Commentary). The lower 
exchange r a t e meant tha t , despite fas ter 
earnings growth in manufacturing than in 
our major competitors, UK manufacturers 
i m p r o v e d t h e i r p r i c e and c o s t 
competitiveness by around 10$. However, 
although there was some improvement in 
exports of manufactures in the fourth 
quarter , the de f i c i t on non-oil exports 
increased to £11.39b in 1984 from £8.01b 
in 1983. This was offset by surpluses of 
£7.14b and £4.31b on o i l and services 
respectively to give a balance on current 
account of £0.05b. The coal s t r i k e 
reduced net o i l exports and increased net 
coal imports a t a cost to the current 
account of almost £2.75b. But even after 
allowing for t h i s d i rec t effect of the 
coal dispute, the current account would 
not have improved much over the balance of 
£2.54b recorded in 1983. 
Preliminary estimates suggest that the 
e f f e c t s of improved compet i t iveness 
evident in late 1984 have been maintained 
in early 1985. In the three months to 
February manufactured export volumes are 
reported to be 6? higher than in the 
corresponding period a year earlier while 
import volumes are up only 4%. Non-oil 
export volumes were 11$ higher than a year 
e a r l i e r and 3.5? higher than in the 
p r e v i o u s t h r e e m o n t h p e r i o d . 
Nevertheless, despite record export levels 
the balance on current account for the 
three months to February was only £0.61b. 
This should increase in coming months, 
however, as net o i l exports r i s e and net 
coal imports fal l following the ending of 
the miners' dispute. 
In the March Budget the Chancellor revised 
certain elements of the Public Expenditure 
White Paper published in January. Largely 
as a consequence of the f i r s t quarter 
costs of the miners' dispute, the out-turn 
for public expenditure for 1984/85 was 
revised upwards by £1.6b to £129.7b. The 
Chancellor also adjusted the planning 
t o t a l for 1985/86 to £ 134.2b from the 
White Paper estimate of £132.1b. The 
adjustment of £2.1b comprised two 
e lements . To accommodate the White 
Paper's potent ia l ly low forecasts for 
spending on social security and for debt 
in te res t , the Contingency Reserve was 
raised by £2b to £5b. This re f lec t s 
considerable caution on the Chancellor's 
part since the Reserve is usually reduced 
in the Budget when the prospects for both 
expenditure and revenues in the coming 
year are more cer ta in . In addition, the 
Chancellor allocated £0.1b to enlargement 
of the YTS and the Community Programme. 
After allowing for the costs of the coal 
d i s p u t e , expendi ture i s projected to 
remain unchanged in r e a l terms from 
1984/85 levels. This zero real growth in 
public expenditure is central to the MTFS. 
With revenues growing more or less in line 
with nominal GDP the PSBR i s forecast to 
f a l l both in absolute terms and as a 
proportion of GDP. 
Overall the planned f i sca l stance i s 
tighter than in 1984/85. The Chancellor's 
target for the 1985/86 PSBR i s £7.1b with 
a net f i sca l stimulus of £0.7b. This 
target may be threatened, however, on a 
number of fronts . On the expenditure 
s ide, the Chancellor may be unable to 
contain departmental spending, while, on 
the revenue s ide , any weakening of o i l 
prices and/or appreciation of s te r l ing 
against the dol lar wi l l reduce s te r l ing 
oil revenues. 
In the three months to the end of February 
1985 output of the production industr ies 
i s es t imated p r o v i s i o n a l l y to have 
increased by 1.5% over the immediately 
preceding three month period, but to be 
l i t t l e changed from the corresponding 
period to end-February a year earl ier . 
Output continued to be affected by the 
dispute in the coal industry whose output 
normally represents around 4% of to t a l 
indus t r ia l production. I t i s estimated 
that the coal dispute reduced the level of 
t o t a l output by around 3.5% in the six 
months to February. Manufacturing output, 
which remained r e s i l i e n t in the face of 
the coal dispute, increased by 1% over the 
level of the previous three months and was 
2.5% higher than a year earlier. 
Among manufacturing sectors, the output of 
Energy and Water Supply rose by 4%, mainly 
as a consequence of higher demand for gas 
and e l e c t r i c i t y and increased output of 
North Sea o i l and gas . Output of 
Chemicals and Other Manufacturing rose by 
2% and t h a t of both Food, Drink and 
Tobacco and Engineering and All ied 
Industr ies by 1%. Textiles and Clothing 
showed l i t t l e change. The recovery in 
investment and the continuing consumer 
boom were r e f l e c t e d in o u t p u t . 
Production of the i n t e rmed ia t e and 
investment goods and consumer goods rose 
by 2% and 1% respectively. Output of the 
construction sector fe l l by around 2% 
during the last quarter of 1984. 
THE LABOUR MARKET 
EMPLOYMENT AND UNEMPLOYMENT 
Employment increased in the final quarter 
of 1984 at a more rapid ra te than in the 
two previous quarters . The underlying 
pattern of employment gains remained the 
same as over the past two years, with 
increases in the services sector more than 
offsetting decreases in manufacturing and 
other i n d u s t r i e s . Data are not yet 
available for services for the early part 
of 1985 but estimates for manufacturing 
suggest continuing job losses in January 
and February. 
After remaining re la t ive ly constant at 
around 12.8% throughout the final quarter 
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of 1984 at a seasonally adjusted ra te of 
12.8% unemployment began to r i s e in 1985 
and reached 13.1% in April. 
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With the marked slowing in the ra te of 
contraction of manufacturing employment 
and t h e slow r a t e of g rowth of 
manufacturing output, productivity growth 
in t h i s sector , whether measured per man 
or per manhour, decelerated in the third 
quarter and then fel l in the final quarter 
of 1984. Th i s d e c e l e r a t i o n of 
manufacturing productivity has not been 
accompanied, however, by a s i m i l a r 
reduction in earnings growth. Average 
earn ings continued to grow a t the 
underlying ra te of 8.5% during the l a s t 
quarter of 1984 and the f i r s t two months 
of 1985. Despite the consequent increases 
in unit labour costs, the competitiveness 
of British manufacturing exports continued 
to improve as a r e s u l t of more than 
offsetting depreciation of sterling. 
INDUSTRIAL RELATIONS 
The ending of the miners' dispute and the 
re-emergence of the 'old fa i th fu l s ' of 
industrial relations, namely the exposure 
of a trade union ba l lo t rigging scandal 
and i n d u s t r i a l ac t ion affecting bank 
holiday travel arrangements, combined to 
create the impression that business was 
back to normal in Br i t i sh indus t r i a l 
relations. 
However, on ref lec t ion , most observers 
would agree with ACAS in tha t with the 
passing of the 1984 Trade Union Act "and 
i t s predecessors the Employment Acts 1980 
and 1982, Parliament has introduced a 
complex s e r i e s of p rov i s ions which 
significantly change the framework of law 
within which managements and trade unions 
operate". The widely publicised use of 
t h e s e Acts has c o n t r i b u t e d t o a 
significant increase in awareness by both 
employers and trade unions of the way in 
which the law might affect their actions. 
In addition, the use of the courts in 
recent disputes, has provided a series of 
rulings for future disputes. Together 
with the recent announcement of a new 
Public Order Act and i t s provisions for 
' v i o l e n t d i s o r d e r ' and ' r i o t ' , these 
changes represent a considerable step in 
the processes of making unlawful much of 
traditional industrial action. 
'One of the most important s i n g l e 
stoppages t o have a r i s e n in B r i t i s h 
industry in l iv ing memory' (ACAS) ended 
after a year. The mining dispute raised 
fundamental questions as to public order, 
the role of the law, c iv i l l i b e r t i e s and 
the opera t ion of the s o c i a l wel fare 
system. The p i t closure programme, the 
immediate cause of the d i spu t e i s 
continuing. • The estimated 50,000 miners 
seeking redundancy has made this programme 
of closures easier. Nevertheless, the NCB 
i s seeking to lose some 40,000 jobs th i s 
year implying the closure of over 20 pi ts . 
The statement by the NCB a t the end of 
March t h a t i t planned to c lose p i t s 
wi thout consu l t i ng u n i o n s f i n a l l y 
demonstrated the value of the agreement 
NACODS had reached las t year and does much 
to explain the proposals by the union to 
commence an overtime ban. 
The pre -s t r ike ba l lo t provisions of the 
1984 Act appear to be exerting a major 
i n f luence , e s p e c i a l l y in the publ ic 
s e c t o r , on the conduct of r e l a t i o n s 
between employers and trade unions. The 
Government's i n t i m a t i o n t h a t i t was 
applying for a wr i t , via the Treasury 
s o l i c i t o r , s e e k i n g an i n j u n c t i o n 
restraining the CPSA from proceeding with 
a s t r ike without a ba l lo t in support of 
i t s wage claim, effectively destroyed the 
planned campaign by c iv i l service unions 
to pursue wage and salary claims around 
the 15% level . The bal lo t conducted by 
the CPSA indicated that a majority of 
members were against industrial action and 
for accepting the 4% offered. 
The 1984 Act was also inf luent ia l in 
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resolving the unofficial industrial action 
a t a number of Post Office s o r t i n g 
offices. Ini t ia l ly the dispute related to 
the payment for d is t r ibut ing material 
relating to the local elections. However, 
the action a t the Mount Pleasant sorting 
office in London ostensibly related to the 
300 jobs tha t would be los t i f a new 
optical character recognition machine was 
accepted. The underlying cause of the 
disputes was not new. Talks had been held 
for more than a year over management plans 
to increase the number of part-time staff 
from 8,500 to 20,000 as p a r t of the 
strategy to increase the f l e x i b i l i t y of 
l a b o u r and t o p r o m o t e g r e a t e r 
productivity. The Union of Communication 
Workers had been seeking a freeze on the 
r ec ru i tmen t of more p a r t - t i m e s t a f f 
fearing the earnings and job securi ty 
i m p l i c a t i o n s of such a change in 
recruitment policy. However, following a 
High Court i n j u n c t i o n , the Union of 
Communication Workers encouraged members 
to return to work pending a secret ballot. 
At the same time management's offer of a 
temporary freeze on the introduction of 
p a r t - t i m e s t a f f helped r e s o l v e the 
dispute. 
However, the provisions of the 1984 Act 
were not an influence on the ra i l unions' 
dec i s ion to c a l l a day of ac t ion in 
Scotland over the planned cutbacks to the 
Springburn railway engineering workshops. 
Following the national action, Br i t i sh 
Rail indicated i t s intent ion to seek 
damages under the Act. I n t e r m i t t e n t 
action by the r a i l unions i s l ike ly to 
continue as part of the i r strategy to 
oppose r educ t ions in s t a f f a t the 
engineering workshops. Additionally, the 
inc reas ing d i s c o n t e n t amongst ASLEF 
members over flexible rostering may spi l l 
over into industrial action. 
Further implications of the 1984 Act were 
i l l u s t r a t ed in the successful action by 
Solihull Borough Council aga in s t the 
National Union of Teachers. The union, as 
part of the national pay campaign, had 
instructed members not to cover for 
absent colleagues or carry out voluntary 
act ions. The Council, c i t ing the 1971 
ASLEF case, success fu l ly argued t h a t 
cessation of voluntary and non-contractual 
duties consti tuted a breach of contract 
under the 1984 Act and, therefore, a 
ba l lo t should precede such action. The 
Council's action did much to reinforce 
support for the pay claim especially 
amongst the o ther teaching unions. 
Developments towards a settlement of the 
dispute were f rus t ra ted , once again, by 
the actions of the Secretary of State for 
Education. All the local authorities (the 
lawful employers) had agreed that an 
increase, above the current offer, was 
essential to resolve both the dispute and 
the longer - te rm problems facing the 
teaching p ro fe s s ion . However, the 
Secretary of State was adamant that no 
money was available for increases over the 
current offer. His action wi l l help to 
ensure that the action will continue into 
the next school year and raises doubts as 
to whether the government wishes to set t le 
the growing problems facing education. 
The 1983 ACAS Annual Report noted the need 
for agreement on new methods of pay 
determination in the public sector. More 
than a year l a t e r when the need i s even 
more apparent, l i t t l e progress has been 
made towards devising or introducing such 
procedures. 
Intermittent action involving a number of 
unions and both national and provincial 
newspapers stems from a number of factors, 
although the continuing saga of the impact 
of new technologies i s the most important. 
Whilst newspaper proprietors have always 
been amongst the most frequent users of 
the courts in their conduct of industrial 
r e l a t ions , there i s clear evidence of 
the i r increasing readiness to use the 
provisions of the 1984 labour legislation, 
especially the sections re la t ing to pre-
s t r ike ba l lo t s . The labour problems in 
the newspaper i ndus t ry , d e s k i l l i n g , 
blurring of traditional demarcation lines 
and reducing of manning leve ls , are the 
c o n s e q u e n c e of t h e p r o g r e s s i v e 
i n t r o d u c t i o n of new i n f o r m a t i o n 
technologies. The introduction of new 
technology has been a f ac to r in the 
intermittent industrial action in a number 
of apparently unconnected industries from 
ca r p r o d u c t i o n t o t he t e l e v i s i o n 
companies. 
Discuss ions between the Nissan Motor 
Company and a number of trade unions 
resulted in the AUEW being granted sole 
negotiating r ights in the company's new 
factory at Washington, near Sunderland. 
In return for a single s t a tus , single 
union deal, the union has agreed to: the 
formation of a 'Company Council' which 
w i l l r eso lve a l l domestic i s s u e s , 
compulsory conci l ia t ion and res t r i c ted 
a rb i t ra t ion ; and maximum flexibility for 
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al l production and maintenance staff with 
workers responsible for their own quality 
control , mater ia ls handling e tc . Such 
arrangements are not new and there is much 
evidence to suggest that an agreement in 
i t s e l f wi l l not guarantee i n d u s t r i a l 
harmony. Many no s t r i k e and so le 
negotiating agreements erode af ter a few 
years and require considerable management 
action and the goodwill of the labour 
force to be maintained. 
Undoubtedly the 'popular' labour item 
concerned the irregulari t ies in the TGWU's 
elect ion for a new general secretary. 
Trades unions face immense problems in 
conducting elections. Maintaining up-to-
date membership l i s t s for e l e c t o r a l 
purposes i s a d i f f i cu l t task given high 
rates of membership turnover and reliance 
on lay o f f i c i a l s a t the branch leve l . 
Alternative methods of balloting, such as 
postal ba l l o t s , are not without the i r 
disadvantages as newspaper acceptability 
is in danger of replacing effectiveness as 
the c r i t e r i a for p o p u l a r i t y . The 
available evidence suggests a combination 
of enthusiasm, imcompetence and I r i sh 
political practice (vote early, vote often 
and l e t the dead vote) r a t h e r than 
organised ballot rigging. 
Paradoxically, the two most important 
items went largely unreported. F i r s t , 
from 1 June the qualifying period before 
an employee is entitled to use the unfair 
dismissals law will be standardised at two 
years. This already applied to employees 
working for employers with l ess than 
twenty employees, but al l other employees 
had only to be employed for one year 
before they could use the legislation. The 
e f fec t of t h i s change w i l l be to 
s ignif icant ly reduce the number o cases 
arising under the legislation. Secondly, 
the Government published a discussion 
paper covering proposals to amend the 
powers of wages councils. Two options for 
action were contained in the Consultative 
Paper. First , the abolition of the entire 
wages councils system to establish minimum 
hourly ra tes for adult workers. The 
l a t t e r option would necessitate removing 
the powers of councils to determine rates 
and cond i t i ons for young workers , 
over t ime , hol iday e n t i t l e m e n t s , pay 
guarantees and other cond i t ions of 
employment. Either option offers l i t t l e 
security for the 2.75 million workers 
covered by wages councils who are already 
amongst the lowest paid and l e a s t 
protected groups of employees. 
PROGNOSIS 
Central to the MTFS i s the notion that 
reduction of the PSBR i s necessary to 
permit achievement of monetary objectives 
a t low r e a l i n t e r e s t r a t e s . Tight 
monetary policy i s aimed at maintaining 
downward p r e s su re on money GDP and 
c o n t r o l l i n g i n f l a t i o n but might be 
expected to push i n t e r e s t r a t e s up. 
Contraction of public borrowing is seen as 
essential to offset that upward pressure 
and such c o n t r a c t i o n has been a 
consistently high policy objective. 
UK in te res t r a tes rose sharply in the 
early part of 1985 and have remained 
several percentage points higher than 
elsewhere. Moreover, there are unlikely 
to be substant ia l early reductions in UK 
interest rates. The reasons for both the 
f i r s t quarter measures and the absence of 
much downward movement emphasise that the 
PSBR, whi le held to be an impor tan t 
earnest of the Government's commitment to 
the MTFS, i s by no means the so le 
influence on interest rates. 
The genera l l e v e l of i n t e r n a t i o n a l 
i n t e r e s t r a t e s i s s e t by the r a t e s 
necessary to fund the US budget de f i c i t , 
the target of much rhetoric from European 
policy-makers over the past two years. 
The excess of UK interest rates above that 
level i s determined by developments in 
factors affecting UK economic conditions. 
Despite oil markets having settled down in 
the f i r s t quarter and the reassuring 
effect of the Budget on markets, interest 
rates have eased only slightly and remain 
re la t ive ly high in both nominal and real 
terms. 
Reservations were expressed in the l a s t 
Commentary that the use of £M3 as a target 
v a r i a b l e u n d e r s t a t e s the ex ten t of 
monetary expansion. Even then, and 
despite continuing high in te res t r a t e s , 
£M3 grew well above target in April. A 
number of factors account for t h i s rapid 
growth. Bank lending to the private 
sector increased as companies sought to 
take advantage of higher rates of capital 
allowances. As announced in the 1984 
Budget, f i rs t year capital allowances were 
reduced from 75% to 50? in April . Given 
the healthy state of corporate liquidity, 
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the extent of the demands on the banking 
sector for t h i s purpose i s disturbingly 
high. Consumer credit also grew rapidly, 
with attendant threa ts of inf la t ionary 
pressure. In addition, monetary growth 
may have been affected by an inflow of 
foreign capi ta l as the dol lar weakened 
against s ter l ing . 
Much of the immediate prospects for lower 
interest rates depends on these influences 
being short - l ived. Of the three , the 
f i r s t i s the most l ike ly to wane in the 
near future. Some incentive to bring 
forward investment projects remains as 
f i r s t year capi ta l allowances are to be 
reduced further to 25$ next year, when a 
new, and according to the CBI , less 
attractive, scheme comes into operation. 
This wi l l help to maintain investment 
spending, although a t lower r a t e s , and 
pressure on the money supply on this count 
wi l l be most obvious towards the end of 
the current fiscal year. 
With earnings s t i l l running ahead of 
inflation, however, consumer credit will 
probably continue to grow. Moreover, any 
further weakening of the dollar wi l l put 
pressure on the money supply through the 
c a p i t a l account of the balance of 
payments. Maintenance of demand for 
consumer credit and capital inflows will 
then require increased government funding 
to permit achievement of monetary targets. 
This in turn will exert upward pressure on 
interes t rates. 
There i s , moreover, l i t t l e prospect of 
lower UK in t e re s t ra tes as a consequence 
of reductions in the general international 
l eve l . The current slowdown in the US 
economy, although reducing the growth of 
private sector demand for c red i t , wi l l 
intensify the problem of the US budget 
de f ic i t by slowing the growth of tax 
r e v e n u e s . As noted in t h e l a s t 
Commentary, foreign capital inflows to the 
US have been slowing and capital export by 
the US banking system i s l i k e l y to 
recover . The p o s s i b i l i t y of lower 
interest rates then becomes more remote as 
the US authorities seek to fund the budget 
deficit. Only if Congress can obtain cuts 
in the de f i c i t through reductions in 
expenditure larger than proposed in the 
January Budget s ta tement w i l l the 
internat ional level of i n t e re s t ra tes 
s tar t to decline. 
In addition to these influences, however, 
a sh i f t has taken place in the nature of 
UK monetary policy which i t s e l f reduces 
the likelihood of lower rates of interest. 
Until now the MTFS has been based on an 
assumption of a constant re lat ionship 
between monetary growth and the growth of 
nominal income. This year's Red Book 
forecast i s of the growth in nominal GDP 
r i s ing from 6.75? in 1984/85 to 8.5% in 
1985/86 while monetary targets have been 
lowered by 1?. That t i gh t en ing in 
monetary policy marks a change in the 
basic money supply/monetary income growth 
re la t ionship and i s l ike ly to reinforce 
the need for overfunding with further 
pressure on interest rates. 
I t i s to be hoped tha t the shi f t from an 
assumption of the need for constancy 
between monetary growth and nominal GDP 
growth presages greater recognition of the 
various influences, including the role of 
the PSBR, on in t e re s t ra tes . That would 
permit a move to a US-type mix of t ight 
monetary and looser f i sca l policy, as 
advocated in the l a s t Commentary. The 
presen t combination of a r e l a t i v e l y 
unchanged f i sca l stance and a tightening 
of monetary policy bodes i l l for the 
continuation of output recovery. Real 
in t e res t r a tes are unlkely to f a l l much 
before the end of 1985. That s t ick iness , 
with the p resen t pol icy mix, r a i s e s 
serious doubts about the durabi l i ty of 
recovery. 
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